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ABSTRACT 
Accounting serves a major function to provide information to investors and 
creditors to enhance investment decision, which is considered as a product of 
capitalist society. In the last decade, China has been transforming from a centrally-
planned economy to a partial market economy. It is in this scene the accounting 
reform in China has been taking place. 
In this report we will analyse the development of accounting reform in an 
institutional economic perspective. Institutional change, agency problem, property 
right and transaction cost will be discussed to explain the accounting reform. The 
current situation of public disclosure in China is to be singled out as a study area to 
further illustrate the reform. 
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This paper is written on the subject of development of Chinese accounting in 
last decades. The development of accounting, like other legal and regulatory 
frameworks, is contributed to China's transition from formerly centrally planned 
economy to a partial market economy, or the so-called 'socialist market economy'. 
In order to have a better understanding of the rationale behind the change, the 
well-recognised role and functions of accounting will be first discussed in section 1. 
Description ofthe process of reform and its consequence will be set out in section 2. 
We will then in section 3 examine and explain the accounting reform in the context 
economic institution, investigating how the development is supposed to facilitate 
commercial transactions. We select the current situation ofpublic disclosure in China 
as our study area in which we will look into further. And finally recommendations 
will be given based on the analysis and findings. 
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CHAPTER II 
THE ROLE AND FUNCTIONS OF FINANCIAL REPORTING 
It is known that accounting, as a product of its economic environment, is an 
ever-changing commercial function'. It constantly changed to meet requirements of 
commerce, industry, government and other economic activities in society. 
Historically, the double-entry system, dating back to 13� and 14'^  centuries, was 
invented as a recording tool with its entire focus on keeping track of daily 
transactions. In the nineteenth century there was a move from bookkeeping to 
accounting — a move from the relatively simple recording and analysis of financial 
transactions to a comprehensive system. The development constituted the basis of our 
present methodology of accounting in western countriesl Several reasons including 
increasing loan capital, introduction of corporate form of business and emergence of 
publicly traded corporations accounted for such change. 
1 A. J. H. Enthoven, Accounting and Economic Development Policy, 1973. 
2 Here, we consider the accounting practice and function under socialism as a deviation from 
those of the mainstream western accounting. 
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Though accounting activities can be traced its inception back to centuries ago, 
its objectives had not been discussed critically until 1970sl In 1971, in response to 
continued criticism from both within the profession and from the Securities and 
Exchange Commission, the AICPA announced the formation of a ^tudy Group on 
Objectives of Financial Statements, to be chaired by Robert Trueblood. Report of the 
Study Group was published in 1993 and was one of the important documents that 
constituted the conceptual framework guiding development of accounting principles 
in the US. The conceptual framework was widely adopted worldwide by professional 
bodies in many countries including Canada, Australia and UK. It is therefore the 
reason that we will discuss the objectives of financial reporting heavily based on the 
SFAC No.l, Objectives of Financial Reporting by Business Enterprises issued by 
FASB in 1978 which was FASB's first concepts statements adopted from the former 
Report. 
SFAC No. 1 starts by making the point that financial reporting is not limited 
only to financial statements but also includes various forms of communicating 
financial and non-financial information. This may be achieved, for example, through 
the medium of stock exchange documents, news release, management forecasts etc\ 
Having said this, the statement stresses that 'financial reporting is not an end in itself 
3 The question was first raised in the US in the 1970s when the accounting profession found 
themselves unable to establish coherent accounting principles due to lack of sound understanding of 
the objectives of financial reporting. The issue became a hot topic in UK in the 1980s after several 
unpredictable financial crisis and bankruptcies of large companies listed on the London Stock 
Exchanges. Public became to suspect the function offinancial reporting. 
4 SFAC No. ], Objectives ofFinancia/ Reporting by Business Enterprises, FASB, November 
1978, para.7. 
- 4 -
but is intended to provide information that is useful in making business and economic 
decision'^ (iXdLWc authors'). 
Similarly in UK, the Accounting Standard Board's ("ASB's") Draft 
Statement ofPrinciples for Financial Reporting states that ‘the objective of financial 
statements is to provide information about the financial position, performance and 
financial adaptability of an enterprise that is useful to a wide range of users for 
assessing the stewardship ofmanagement and for making economic decision'^ (italic 
authors'). Here, besides making economic decisions, there is another emphasis, 
namely assessing the stewardship. Information in financial statements is essentially 
information about the past. It enables users, and especially investors in this context, 
to decide how well the directors have fulfilled performance and other forecasts — in 
other words assessing the directors' stewardship or management of the assets under 
their control. 
These definitions for the objective are not a new revelation (it is the type of 
broad generalisation that has characterised previous attempts to establish a conceptual 
framework). The statements, however, raise a series of relevant questions to refine 
the meaning of the definitions quoted above for the objectives of financial reporting. 
These questions include: 
1. For whom is this information intended? 
2. What types ofbusiness and economic decisions do they make? 
5 Ibid., para 9. 
6 Draft Statement ofPrinciples on Financial Reporting 
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3. What information do they need to enable them to make these decisions? 
The statement details a comprehensive list of users, distinguishing them 
between those with a direct interest and those with an indirect interest in the 
information provided by financial reporting^ The group of users with a direct interest 
include investors, management, creditors and employees; while user groups such as 
financial analysts and advisers,journalists, regulatory authorities and trade unions are 
deemed to be have indirect interest, since they advise or represent those with direct 
interest. 
However, having identified the wide range of users, the statement focuses on 
the information needs of investors and creditors. The statement, in fact, explicitly 
identified these two groups and states that 'financial reporting should provide 
information that is useful to present and future investors and creditors and other users 
in making rational investment, credit, and similar decisions'^ (italic authors'). 
Summary 
Accounting is a social system much like language and law. It tends to evolve 
by adapting to its changing environment. However the accounting system may 
change from time to time, the fundamental function of financial accounting has been 
unchanged almost from its inception. Financial reporting is essentially a means for 
communicating financial information. The purpose is to provide users of financial 
7 SFAC No. 1, Objectives ofFi_cial Reporting by Business Enterprises, FASB, November 
1978, para 24. 
8 lbicL, pai-a 34.. 
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statements with information that help them to make decisions. The financial 
information is valuable and desirable to a wide range of users for their own peculiar 
purposes. However there are primary users, namely investors and creditors. 
We could now fairly conclude from the above that in western countries 
characterised by capitalism as their economic system, accounting serves as a means to 
communicate useful information to both existing and potential capital providers, i.e. 
equity capital as well as loan capital providers. 
The fundamental differences between China's financial reporting framework 
and those in western countries lie in the understanding of the role and function of 
financial reporting. As mentioned above western countries' financial reporting 
system is designed for investors. To say that it is a product of capitalism is not an 
exaggeration. On the other hand, the former capitalist China has no concern about 
investors and accounting, from this point of view, is fundamentally different from 
western countries. We will in next section discuss how the emergence of the two 




HISTORICAL REVIEW AND ACCOUNTING REFORM 
In this section we will set out a historical review to examine the characteristics 
of Chinese accounting prior to the reform which took place in the last decade. Then 
we will provide those changes in external environment which led to the accounting 
reform in China, and finally figure out how the reform was carried out so far. 
Historical Review 
After the birth of the People's Republic of China in 1949, the Communist 
government adopted a former Soviet-style planned economy. The state ownership of 
all production means and a centralised economic administration were introduced. 
Accordingly, accounting was highly regulated and under direct governmental control, 
and was treated as a tool to facilitate centralised economic planning and control. 
Chinese accounting therefore evolved iii a pattern different from its 
counterparts in most industrialised countries in the West prior to 1980. Some major 
characteristics of Chinese accounting during the period from 1950s to 80s can be 
summarised as follows. 
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Objectives of Accounting 
The government is the principal user of accounting information. In particular, 
the central government relied directly upon accounting to supply data for the 
preparation of various economic plans and the state fiscal budgets. In addition, 
accounting was required: 
• to review and evaluate the execution of national economic plans and state 
fiscal budgets across the country; 
• to ensure the integrity of custodian of the state properties entrusted to 
individual entities; and 
• to monitor the implementation of the state's fiscal policies and financial 
regulations. 
Accounting also had to serve various information needs of governmental 
administrative authorities such as public finance, taxation, banking, statistics and 
industry-specific government departments. Thus Chinese accounting is policy-
oriented with government's economic and social policies dominating accounting 
work. 
Ideological Influence 
Over a long period, accounting and auditing in China was dominated by the 
political or ideological doctrines. For instance, operations of business enterprises 
were barred from ‘profit seeking', as the concept of 'profit' was labelled as a 
capitalist phenomenon incompatible to the socialist economy. Such were the 
concepts of ‘capital, and 'owners' equity�. Thus income determination lacked 
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significance and capital or equity accounts were excluded. In addition, the accounting 
convention of 'prudence' was strictly prohibited in China as it was criticised as a tool 
to facilitate capitalists in manipulating business income. Independent auditing 
functions were outlawed for their alleged incompatibility with the public ownership 
of production means. The ideological influence is therefore obviously one of the 
major factors causing Chinese accounting to depart substantially from accounting 
practices in most other countries prior to 1980. 
Regulatory Framework 
Specific governmental authorities were set up under the finance department in 
each level of government to take charge of accounting regulation and administration. 
Mandatory and detailed accounting regulations and rules were stipulated and enforced 
by government authorities in charge. Accounting work in all entities had to comply 
with the compulsory accounting regulations. Fairly detailed procedures for 
accounting transactions were stipulated in accounting regulations or rules, including 
specific requirements governing the chart of general and sub-ledger accounts and the 
detailed format of financial statements to be adopted by individual entities. 
Government authorities in charge of accounting administration maintained a 
direct control of accounting affairs in all entities, including the decisions on staffing 
and organising accounting work within individual entities. Accounting personnel 
were entrusted to exercise accounting supervision, on behalf of the state, over 
operations within individual organisations. Accounting work in all areas was closely 
monitored, or sanctioned accordingly, by government authorities in charge. 
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Uniform Accounting Systems 
Corresponding to a centralised regulatory environment, the government 
stipulated compulsory accounting systems for all organisations. The authority of 
formulating accounting regulations was consolidated at the Ministry of Finance and a 
few industrial ministries under the State Council. In order to ensure that accounting 
data fitted the needs of the government's economic planning and budgeting, Uniform 
Accounting Systems were installed. However, the systems were stipulated separately 
by types of industry (i.e., segregated by manufacturing, merchandising, agricultural 
industry, transport, construction, and so on) and by business ownership (separated by 
state ownership, collective ownership joint ventures ... etc.) There were over 50 sets 
of systems effective within China before the new accounting system was introduced 
in 1993. Differences were obvious among those coexisting accounting regulations 
since they were designed by the Ministry of Finance and a few other ministerial 
authorities to satisfy various purposes of industrial administration. As a result, 
variance was substantial in accounting information generated under the multiple sets 
of the systems. 
Reasons for Accounting Reform 
In this part, we will provide the causes of accounting reformation in the 
context of the economic reform — the most important external environmental factor in 
China. 
The first identifiable initiative is the economic reform introduced in 1978 
when the whole Party and the Chinese people shifted their focus from the debate 
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concerning the ideology of Marxism to the realistic necessity to carry out economic 
construction after a long period of economic stagnation. The economic reforms have 
proceeded quite smoothly over the years and have brought about remarkable changes 
in the Chinese economy. 
Since financial reporting requirements do not exist on its own but accord with 
existing and evolving economic environment, alternation of accounting system 
follows due to the economic transition. 
Emergence of Diversified Business Ownership 
Although almost every enterprise was owned by the government under state 
ownership of production means before the economic reform, the Chinese government 
has relaxed the restriction, allowing non-state ownership. The sector of non-state-
owned business grew steadily over these years. Collective ownership (partnership 
and ventures) and private business (proprietorship) emerged in practice, followed by 
experimentation with the share capital system. Business entities with foreign capital 
increased dramatically as a result of the policy of opening to the outside world. By 
the end ofl996, the share of the state-owned enterprises had declined to about 48% of 
the national economy, while collective ownership had risen to 40%. Even the private 
business increased from almost nil before 1980 to 12% by the end of 1996. As a 
result, the capital structures and sources of funding for business entities have 
expanded considerably. New forms of business entity thus required accounting 
systems or procedures different from the traditional models designed for state-owned 
enterprises. 
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Establishment of Capital Market 
As the Chinese government decided to lessen its influence on state-owned 
enterprises, it decentralised decision power to them, including financial support. 
Traditionally, government would directly inject capital or order national banks to 
provide capital to them, which needed financial support. On the other hand, wealth of 
people, especially those along the coastal regions, increased after series of economic 
reforms. They then sought alternative investment opportunities other than bank 
deposits. Therefore, the establishment of capital market functioned as a channel of 
funds transfer from those wealth accumulators as well as foreign investors to 
enterprises that sought funding. This aim was achieved by setting up two local 
securities markets - Shenzhen Stock Exchange in 1987 and Shanghai Stock Exchange 
in 1990. More important, the government also allowed Chinese companies to be 
listed in overseas exchanges to absorb capital for development. 
However, investors of course need accurate information about the financial 
performance of their investment before making any decisions. As the old accounting 
standards cannot reveal accurate financial information about the financial status and 
performance of a company, reforms of accounting standards are needed to facilitate 
listing of companies. 
In order to reform accounting rules, Chinese government cooperated closely 
with the Hong Kong Stock Exchange (HKSE) to facilitate overseas listing of local 
Chinese companies. As the old accounting rules was for state-owned enterprises, it 
was not acceptable by Western investors. When 'B' shares (issued for foreign 
investors traded in stock exchanges in China) were first introduced in 1991，foreign 
investors had to make troublesome conversions and adjustments to obtain accurate 
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financial information for their investment. As a result, their interest to those Chines 
listed companies decreased. Soon the Chinese authorities realized that they needed to 
establish common accounting standards with the West in order to make their stocks to 
be listed successfully in local and overseas exchanges. 
Movement towards a Partial Market Economy 
The enduring economic reforms have switched the centrally planned economy 
to a partial market economy, called a 'socialist market economy' in China. A series 
of integrated reform programmes has been introduced by the central government, in 
the fields of economic planning, fiscal budgeting, fmance and banking, foreign 
exchange, taxation, pricing, manpower administration, and so on. The government 
has speeded up the process of formulating business legislation. A framework of 
business laws and regulations has been built. Business administrative systems 
compatible with the partial market economy are taking shape. Business enterprises 
are now operating in a much diversified business environment. Separation of 
ownership and management has been emphasised. A great variety of new operational 
patterns has appeared, such as business leasing, contracting, merger or business 
combination. Group companies have emerged, with consolidation of operations 
involving varied lines of business. Bankruptcy law has been officially introduced to 
terminate those inefficient enterprises. 
The above changes in economic and business environment have generated a 
significant impact on accounting practices. A series of measurement and disclosure 
issues relating to accounting for leasing, ventures or business combination, group 
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accounts and business liquidation has appeared, while no solutions could be found in 
the traditional Chinese accounting system based on the centrally planned economy. 
Decentralisation of Economic Administration 
The central government relaxed its control over economic and business 
activities from the beginning of economic reforms. Local authorities and business 
enterprises gained much wider autonomy in making economic or business decisions. 
Business enterprises were exposed to market forces and competition. Business 
management was required to bear the responsibility for profit seeking. The central 
government introduced measures to tie the benefits of management and employees to 
the performance of business enterprises. Salaries, bonuses and other fringe benefits to 
management and employees were, to a certain extent, linked to the operational results 
realised during each period. Management has been induced to pay more attention to 
production cost, sales and profits of the products or services produced. 
Accounting Reforms 
Chinese accounting evolves in the above-mentioned particular economic and 
business environment. In keeping pace with the growth of the partial market 
economy, reform of Chinese accounting was inevitable. Remarkable progress has 
been made in Chinese accounting and auditing through the process of reform over the 
last decades. 
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Modification of Accounting Objectives 
The accounting objectives have been modified as a result of an expansion of 
the user groups of accounting information. Nowadays many interested groups other 
than government, such as investors, creditors and the public, have their stake in 
business entities in an economy with much diversified business ownership. These 
interested parties' information needs are not necessarily the same as that required by 
government. Thus modified accounting objectives were incorporated into the new 
national accounting system introduced in 1993 to take into account the information 
needs of these expanded groups of users. Accounting in China must now serve three 
information needs: 
• to assist government in pursuing macroeconomic management; 
• to assist related (interested) parties in making investment and credit decisions; 
and 
• to assist management in making operational decisions. 
Accordingly, the formats of financial statements have been redesigned in 
terms of the general information needs of all users. The balance sheet and income 
statement have been redesigned much in line with the internationally accepted norm. 
Business entities are encouraged to provide statements of change in financial position 
or cash flow statements for external investors and creditors in particular. 
Accounting Regulation for Foreign-Affiliated Enterprises 
The Accounting Regulation- for Joint Ventures with Chinese and Foreign 
Investments ("ARFJV") was formulated and enforced in July 1985 as a response to 
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the needs for accounting system by enterprises associated with foreign capital. The 
introduction of ARFJV is an important landmark in the development of Chinese 
accounting during the period of economic transition. The enforcement of this 
accounting regulation heralds the adoption of internationally accepted accounting 
practices in China. By incorporating the internationally accepted accounting 
principles to a great extent, the ARFJV has generated a very positive impact on 
improving accounting practices, for it has not only been applicable to joint ventures 
and foreign invested enterprises, but has also cast light on the redesign of accounting 
systems for other domestic enterprises. In particular, the ARFJV has served as one of 
the major references in the formulation of the Accounting Regulation for Enterprises 
with Share Capital System in 1992, and the new national accounting system, 
Accounting Standardsfor Business Enterprises in 1993. 
Establishment of an Accounting Legal Framework 
A legal framework for accounting and auditing has been established in the 
country. The Chinese government has promulgated several accounting and auditing 
laws since the mid-1980s, such as The Accounting Luw ofPeople ’s Republic ofChma 
(1985, 1993), The CPA Law of the People's Republic of China (1993) and The 
Auditing Law of the People's Republic of China (1994). A series of national 
accounting regulations governing foreign invested enterprises, listed corporations and 
governmental or other non-profit organisations have also been formulated and 
implemented. In addition, many other business laws have been enacted with legal 
provisions on accounting and auditing requirements. 
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Restoration of Auditing System 
The auditing functions were re-emphasised in the early 1980s. Although the 
auditing system was suspended entirely in China in the early 1950s, the Chinese 
government decided to rebuild a system of ‘state auditing supervision'. State audit 
offices have been installed in the central and local governments, to exercise 
supervision through audit over the national economy. ‘ 
In addition, non-governmental auditing, or public accounting, has been 
restored and expanded rapidly, to satisfy the demands for independent audit services 
from domestic and foreign investors, creditors and other users. In the last decade, the 
standardised practices for public accounting have been implemented and the 
accounting profession has emerged. With the introduction of entrance qualification 
examinations, annual performance review and renewal of certificates and licensing, 
professional ethics and continuing professional education, the quality of public 
practitioners and their performance have improved steadily in recent years. 
Setting Auditing Standards 
Auditing standard have begun to be developed in recent years. The National 
Auditing Administration ("NAA") started the process of developing auditing 
regulations and standards for government auditing in the late 1980s. A total of 38 
pieces of governmental auditing standards and rules were compiled and released by 
the NAA in December 1996. On the other hand, the auditing standards and practical 
guidelines for public accounting haVe also been developed. The Ministry of Finance 
and the NAA approved and officially released two batches of Chinese Independent 
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Auditing Standards ("CIAS") in late 1995 and 1996. The 24 pieces of CIAS that 
have been released are fairly close to the 'Generally Accepted Auditing Standards' in 
the West and will gradually facilitate a standardisation of public accounting practice 
in China. 
Accounting Internationalisation 
The drive towards internationalisation of Chinese accounting is in full swing. 
To adopt the internationally accepted accounting practices and promote the 
internationalisation of Chinese accounting has been one of the goals of accounting 
reforms in China since the early 1980s. Many accounting procedures or practices 
prevailing in market economies in the West have been gradually incorporated into 
Chinese accounting. Inventory revaluation, accrued accounting, revenue recognition, 
accelerated depreciation, intangible assets and goodwill, capital and investment, bad 
debt allowances, and so on, are just some of the examples. Accounting standards 
have been introduced in China, while the Accounting Standards for Business 
Enterprises was issued in late 1992 and came into effect on 1 July 1993. In addition, 
a set of practical accounting standards are under development and the first piece of 
practical accounting standards was officially issued in May 1997. This new set of 
accounting standards is fairly similar to the International Accounting Standards 
("IAS"). As a result of enforcement of new accounting standards, the gap between 
Chinese accounting and its counterparts in the West has been significantly narrowed. 
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CHAPTERIV 
ANALYSIS IN INSTITUTIONAL ECONOMICS PERSPECTIVES 
In this section, we will try to explain the accounting reforms by institutional 
economics. Related concepts such as institutional change, private property right, 
agency problem and transaction cost will be introduced for explanation. 
Institutional Change 
Institutions are the rules of the game in a society or, more formally, are the 
humanly devised constraints that shape human interactions. The function of it is to 
reduce uncertainty or transaction cost in a society by providing a structure to 
everyday life. 
Both market economy and command economy are two kinds of institutions as 
they are rules to allocate resources in society. In market economy, price is the sole 
criteria to determine the possession of resources. For command economy, its 
believers argue that central authority knows the best the needs of people and society. 
The overall benefits of the society are therefore maximized when central authority is 
empowered to allocate the resources in society. Both systems provide information 
how resources are allocated in the society. And uncertainty is reduced thereby. 
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There is an intimate interaction between performance of economies and 
institutions. Institutions affect the performance of the economy by their effect on the 
cost of exchange and production. Economists always hold that market economy is 
the most efficient way to allocate resources because waste is minimal under such 
mechanism and transaction cost is lower. For a rational party, he will offer a higher 
price to acquire a resource only if his estimated benefits generated outweigh the cost 
he pays. Under the market economy, the party who pays the highest acquires the 
ownership of resources. Therefore, resources are reached to the parties who can 
utilize them most efficiently. • 
In command economy, on the other hand, authority is the means to acquire 
resources in a command economy. Price, as a market signal to the demand and 
supply of a good, is ignored and distorted. Officials command production. Many of 
products produced by national enterprises are inferior in quality and excess or 
deficient supply may result. As price is not allowed to adjust the quantity demand 
and quantity supply of a good, other means such as queuing is used for allocation. As 
the queuing time expended is not beneficial to anyone else, deadweight loss is 
resulted. It is therefore argued that market economy is superior and efficient than 
command economy. 
Historical evidence proves this and many former socialist countries in 1990s 
have abandoned socialism and turned to capitalism. This is the evolution from an 
inferior institution to a superior one. China is on this path when it opened up its 
economy to the West and implemented economic reforms since 1980s. Moreover, the 
institutional evolution from command economy has lead to another institutional 
change - accounting. 
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Accounting standards are another kind of institution. Accounting is the 
process by which economic transactions are recorded, measured and reported to 
decision-makers to assist in the allocation of scarce resources among competing ends. 
The decision-makers can be internal (managers) or external (investors, lenders and 
government) to the organization. As the information required by decision-makers 
change in response to changes in markets, products, technology and structure, 
accounting evolves to meet those needs. Under command economy like China in the 
past, accounting is a tool of the Communist Party to gather information for control 
and administration purpose. In other words, accounting, as an institution, is'a tool to 
implement another institution — command economy. It is no wonder that the old, 
uniform and rigid Soviet accounting system worked well in the highly centralized 
economy. However, when China decided to move to market economy, the external 
environment of accounting had changed. The weakness of the old accounting system 
exposed when decentralization and diversification of economy implemented in China. 
Old accounting standards in China have to be modified to suit the new economic 
needs. As a result, accounting reforms followed after the economic reforms. 
Private Property Right 
Definition 
Private property rights are the entire set of people's expectations regarding 
what they can do and may do to something. They are instrument of society and 
derive their significance from the fact that they help a person from those expectations 
that he can reasonably hold in his dealings with others. These expectations find 
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expression in the laws, social customs, and etiquette of a society. Since expectations 
govern the process of both supply and demand, the property rights that prevail in a 
society will determine how that society's economic functions, how resources are 
allocated, and how income is distributed. Consequently, the key factor in defining 
any economic system is the structure of property rights, comprising all the limitations, 
constraints, or rules subject to which people in society compete and interact. The 
system changes when the rules of competition change. 
A good or an asset is defined as private property if, and only if, within well-
defined limits, their owner has three distinct sets of rights: 
1. The exclusive right to use. The exclusive right to use (or decide how to use) 
the good may be viewed as the right to exclude other individuals so that the 
owner alone may decide on its use. 
2. The exclusive right to receive income. The owner has the exclusive right to 
extract income generated by the use of the good. 
3. The transfer right. The owner has the full right to transfer or alienate the 
property or resource to anyone as he sees fit. It implies the right to enter 
contracts with anyone and to choose their form.() 
Ifone or more of these rights are restricted, then the private property rights of 
the good are attenuated. 
^ Lam Pun Lee, Advanced Level Microeconomics, Macmillian Hong Kong, pp. 191-192 
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Relevance to Economic and Accounting Reforms 
The key factor in defining any economic system is the structure of property 
rights, comprising all the limitations, constraints, or rules subject to which people in 
society compete and interact. The system changes when the rules of competition 
change. 
In a capitalist system, people have private property rights on capital and 
consumer goods, and on their profits. The more one produces, the more one eams. 
Moreover, if there is no private property right to the resources, there will be no trade, 
no market and no price mechanism. Therefore, the overall production in capitalist 
system is larger and resource allocation is more efficient than in socialist economy 
where income-generating goods are controlled by the government and are not 
transferable at market. If China wants to transform to a market economy, existence of 
private property right is a must. 
The accounting reforms follow naturally to reflect the changes. For example, 
land was regarded as asset owned by the state before and provided by the government 
to enterprise for production free of charge. Nowadays, the Chinese government 
allows land to be exchanged by separating the concept of owning a piece of land and 
the right to use it. While still insisting ownership to land, the right to use it can be 
auctioned or negotiated with the proper authorities in a number of provinces. As a 
result, the acquisition cost for the use of land is now incurred by enterprises and 
amortized over the contractual period. Similarly, intangible assets like patents, 
trademarks and copyrights were not recognized as intangible property in the Chinese 





In accounting, agency problem generally concerns contractual relationships 
between two members of the firm. They are principals (^shareholders) who delegate 
decision-making responsibility to the agent (company manager). It is assumed that 
both of them are self-maximizes who behaves rationally to maximize their utilities or 
interests. However, they are different in preferences, beliefs and information. Each 
of them selects his actions optimally (i.e. in his own self-interest) given an unequal 
distribution of information. 
Agency problem mainly comprises problems of moral hazard and adverse 
selection. A principal hires an agent to perform a task in an uncertain environment. It 
is the management who actually runs the business; therefore it possesses more 
information about the company than the shareholders. As there is problem of 
unsymmetrical distribution of information, management is intended to act in their 
own interest other than that of the shareholders. This problem is known as moral 
hazard. Moreover, the management provides the information available to the 
shareholders. Adverse selection problem is resulted. 
Before economic reforms in China, government acted as the principal and 
manager of SOEs, there were no private enterprises and listed companies, so no 
agency problem occurred. With the economic reforms, the idea of separation of 
management and ownership is accepted and agency problem is resulted. In order to 
deal with the agency problem, the Western accounting system provides several 
solutions. They are mandatory disclosure of the company important information. 
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establishment of consistent accounting standards for listed companies to comply, 
licensing of professional practitioners and external auditing. As agency problems 
come after the emergence of private listing companies resulting from economic 
reforms, accounting reforms are implemented to simulate the Westem accounting 
standards. 
Public Disclosure 
If laws require information important to principals to be disclosed to the 
public, then the uncertainty faced by principals are reduced. Manager also cannot 
select what kinds of information to be disclosed or reserved for his private interest, 
and the adverse selection problem is therefore eliminated. Before economic reforms 
in China, government acted as the principal and manager of SOEs, there were no 
private enterprises and listed companies, so no agency problem occurred. Because 
they were the principal users of financial information of these enterprises, financial 
reports were therefore not published and disclosed to the general public. With the 
development of securities markets and establishment of private property right, private 
listing enterprises appeared in China, lhey are now required to disclose publicly 
certain financial and non-financial information, which are considered to be useful for 
the decision-making of investors, the general public, as well as the regulators. In 
recent years, various regulations on public disclosure of information concerning listed 
companies have been formulated and promulgated. Further discussion and details of 
the topic on public disclosure will be discussed in Chapter V ofthis paper. 
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Accounting Standards 
Accounting standards similar to GAAP in U.S. provide useful and accurate 
information to the investors. By having an accounting system similar to the West 
applied to all enterprises, comparisons across companies can be made and 
management is less likely to manipulate information. In fact, Chinese government 
has put much effort to transform its accounting standards to the West ones in a 
graduate pace. 
Licensing of Professional Accounting Practitioners 
By allowing only professions who pass the relevant examinations and register 
as a member of CICPA to provide accounting service, the new accountant standards 
are upheld in China. Agency problem is reduced as a result. After the Communist 
Party gained control of China, the CPA system was suspended until 1980. To 
facilitate economic reform, the government reestablished the institutional framework 
for the CPA system, ln July 1986, the government issued 'Regulations of the 
People's Republic of China on Certified Public Accountants', the first legal 
framework covering issues such as national examinations, education and experience 
requirements, rules of work, and the required affiliation to a public accounting firm. 
In November 1988, CICPA was established. It is recognized as the body in charge of 
all affairs relating to CPAs, such as registration of CPAs and CPA firms, and CPA 
examinations. In October 1993, the announcement of new 'Regulations of the 
People's Republic of China on Certified Public Accountants' marked a new era for 
CPAs in China. This set of regulations aims to create an environment to prepare 
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Chinese CPAs for anchorage in the international accounting arena while also allowing 
foreign CPAs to enter the Chinese accounting market. It is hoped that maintaining 
close contact with the Western accounting bodies, the accounting professionalism can 
be improved in line with the West. 
Before the issue of the Regulations in 1986, CPAs in China were certified 
according to the experience and educational background. Local regulatory authorities 
are responsible to evaluate candidates. It is because there is no standard and 
consistent evaluation criteria; the granting of CPA qualifications was different in 
different provinces in China. Under this system, practically all certified accountants 
were retired accounting or financial officers of government agencies. 
Effective from January 1 1994, the Law of Certified Public Accountants 
prescribed the examination, registration and scope of services of CPAs and legal 
duties of the institutes of CPAs. Accordingly, the qualification of CPA is awarded 
through an examination and evaluation system as described below: 
Examination. A college graduate or a person with equivalent academic education, 
who has worked in the field of accounting and auditing for three years, may apply and 
sit for the professional examination. 
Evaluation. The following persons may be exempted from examination if evaluation 
shows that they meet the required standard: 
• Persons who are senior accountants, professors or associate professors of 
accounting, research fellows or associate research fellow, and have some 
practical experience. 
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• Persons who have a college or equivalent academic education or equivalent 
academic ability, and have pursued a financial or accounting career for over 
20 years and have professional accounting expertise. 
Under the regulations, a CPA provides services on an independence basis in 
accordance with the law and receives protection from the law of the state. If a CPA 
makes any mistakes, he will subject to warning, fine, and even suspension from 
practice together with cancellation of CPA qualification, depending on the 
seriousness of the misconduct. As a result of licensing of professional accounting 




In the broadest sense, transaction costs are costs, which do not appear in a 
Robinson Crusoe economy. Under such economy, there are no property rights, no 
transactions, and no economic organization. As economic organizations are regarded 
as any production and exchange activities not guided by the market force, then all 
organization costs are transaction costs. Therefore, transaction costs are actually 
institutional costs, including the costs of organization and law enforcement. 
In short, they are costs not directly involved in the production process. 
Transaction costs�cannot be defined as exchange costs because they are present in a 
communist state where no market transactions or exchanges can be found. 
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Transaction costs can be viewed as a number of institutional costs including 
the following items:'° 
1. Information cost or searching cost. This is the cost incurred in getting to 
know the product, including its price, its quality and its availability. 
2. Defining cost or delineating cost. This is the cost incurred in setting the limits 
in the use of property rights by legal or social institutions. 
3. Measurement cost and pricing cost. Goods must be measured before they are 
priced and sold. The time and effort spent on measuring the attributes and 
deciding on the price of goods are called measurement cost and pricing cost. 
4. Negotiating and contracting or exchange cost. These are costs incurred when 
people negotiate exchanges and form contracts. 
5. Policing and enforcing costs. These are costs involved in protecting one's 
property rights, assuming that the terms are being honored. 
In the context of accounting reforms, the most relevant transaction costs are 
information cost (searching cost) and enforcement cost (policing cost). According to 
the Western accounting standard, the extent of public disclosure is limited. It is 
criticized that the operation and capital structure of Chinese enterprises cannot be 
sufficiently reflected from their accounting statements. The transparency of them is 
low. Moreover, the accounting standards are quite different form the West until 
recently. Therefore, if Western investors want to have an accurate financial 
information about Chinese companies, they have to hire experienced financial 
analysts with Chinese accounting to transform the information published by those 
'° Lam Pun Lee, Advanced Level Microeconomics, Macmillian Hong Kong, pp.193-194. 
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Chinese companies to one which can be understood by the Western investors. This 
incurs high information or searching cost. 
As long as the West is optimistic about the future high growth of China, they 
are willing to pay such high costs. However, once China reach a latter stage of 
development and result in a slower growth rate, then the potential benefits oftrade or 
investment may not be high enough to compensate the high information cost. In 
order to keep the economic development of China and avoid the above situation from 
occurring, the government therefore must continue to implement accounting reforms 
to lower the information cost of the Western investors. 
Relevance to Accounting Reform 
Accounting rules comparable to the Westem standard can serve to reduce 
transaction costs. Accounting as an institution may be defmed as a set of rules 
simultaneously restraining the behavior of one or more classes of individuals and 
generally not subject to negotiation. They help to restraint people's behavior to a 
common standard and thereby reduce transaction costs. 
Indeed, China has put much effort to improve its accounting system to reduce 
accounting ambiguity to western investors in recent years. Efforts by the Chinese 
authorities to close the divide between the Chinese, GAAP and international 
accounting standards, partly spurred on by a three-year World Bank-sponsored project 
to achieve precisely that is demonstrated by the backing China gave to the 
International Standards committee in early June 1997. The Chinese government is 
also in the process of updating for auditors by issuing auditing guidance notes — the 
first 10 standards became effective from 1996. In May 1997, the Chinese Ministry of 
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Finance published a set of accounting standards to increase the transparency of 
Chinese-listed companies. The new guidelines represent the first detailed set of 
accounting codes generated since the release of the general standards on enterprises in 
1992. The main thrust of the new guidelines is to focus on disclosure of a company's 
relationships and business links with related parties. The new guidelines are designed 
to give investors better knowledge of the relationships between a listed company and 
firms controlling the listed enterprise. 
Summary 
For China to transform from socialist economy (the old economic institution) 
to market economy (the new economic institution), China needs to recognize private 
property right. The separation of management and ownership results in agency 
problem and the establishment of financial market. Accounting as another institution 
is a tool to facilitate the economic institutional change. The processes of accounting 
measurement and reporting are linked to the need to know-fixing prices, costing 
products, calculating profit and measuring worth. In a system which does not 
recognize profit, market prices and private capital, then accounting has little to 
measure and even less to inform. 
However, the role and function of accounting in a market economy is more 
important. The prime source of enterprise market information is company financial 
reports. To be of use, such reports must be relevant (to the needs of users) and 
reliable (free from error or bias). The relevance and reliability of financial reports can 
be assessed against characteristics such as comparability, consistency, adequate 
disclosures (e.g. of accounting policies, comparable data), compliance (with 
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accounting standards), valid measurements (prudent, neutral, complete), 
understandability and timeliness. An absence of relevant and reliable financial 
information will cause high transaction cost to investors in the capital market and 
severely limit market efficiently of the new established market economy in China. 
An absence of relevant and reliable financial information will cause 
misallocation of resources, under and over valuation of enterprises. This presents 
high transaction cost to investors in the capital market. Failure of price mechanism 
will cause scarce funds to be channeled into the wrong sectors and investors will 
demand premium rates of retum to compensate for the risk associated with 
information shortage. The high transaction cost will severely limit market efficiently 
of the new established market economy in China. The ultimate result is the failure of 
economic reforms to transfer China into a market economy. Therefore, accounting 
reform to produce a new institution or games of rules to minimize transaction cost is 
required in China after successive economic reforms. 
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CHAPTER V 
STUDY AREA - VOLUNTARY DISCLOSURE 
In this section the subject of voluntary disclosure in China is singled out from 
various accounting issues to further examine. Having discussed about the concept of 
agency problem and transaction cost in the preceding section it is our interest to study 
the current situation of voluntary disclosure in China to estimate whether the 
reporting environment in China can facilitate commercial activities and investigate 
any hindrances for further development. 
It is true that voluntary disclosure of information of an enterprise can benefit 
many parties, including the entity itself, potential and existing investors and 
government." Since, however, our interest is to investigate how enterprises are 
benefited from voluntary disclosure and determine the extent of their disclosure level, 
we will only focus on those incentives to enterprises itself. 
We will give two most common incentives to provide voluntary disclosure 
and assess whether the incentives are strong or weak in the financial reporting 
environment in China. 
“Robert K. Elliot and Peter D. Jacobson (1994), ‘Cost and Benefits of Business Information 
Disclosure', Accounting Horizons, Vol. 8, No. 4, December 1994, pp. 80-96. 
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Cost of Capital Reduction 
Theoretical Review 
The entity benefits when disclosure leads to a lower cost of capital. 
Disclosure accomplishes this result by helping investors and creditors understand the 
economic risk of the investment. Inadequacy and incompleteness of information are 
reflected in the cost of capital as a premium above the risk-free rate of retum plus 
economic risk premium. Low disclosure generally results in a high information risk 
premium, and high disclosure generally results in low information risk premium. It is 
illustrative in an anecdote that an article in New York Times in 1994 saying that many 
institutional investors prefer to put their money into companies that provide lots of 
information and that good investor relations can help their stock price. 
Literature generally classified capital market efficiency as strong from, semi-
strong from and weak form. Efficiency of strong form occurs where share prices 
reflect all information that is relevant to the company. It is no point to have share 
price affected by information made public since the share price has already reflect all 
the information, public and previously secret. It is rather in contrary to over daily 
I observances. For semi-strong form, share prices reflect all current publicly available 
information while for the weak from, share prices reflect all the information contained 
in the record of past prices. It follows that voluntary disclosure achieves the purpose 
of cost capital reduction depends on the efficiency of the capital market. Voluntary 
disclosure cannot affect the share price and thus the cost of capital if the capital 
market is in weak form of efficiency. 
- 3 5 -
Assessment 
The maturity and efficiency of stock markets such as those in New York and 
London are often described as being 'sophisticated, fair and accessible' in comparison 
with financial markets in developing countries. Some of the measures which are 
taken in practice by markets to secure these qualities are'^: 
1. A substantial supply of stocks. The size of China's stock market is still small 
by international standards. The market's small size has, in the past, led to too 
much money chasing a few numbers of stocks. Chinese investors, in general, 
anticipate far greater retums and anticipation of excess retum once pushed 
prices so high that the average share price was over 150 times the eaming rate. 
2. A professional, highly developed securities industry. Developed securities 
industries include a wide variety of services from a large number of 
underwriters, financial analysts, money managers, mutual funds and unit 
trusts. But in China the industry is still developing and the activities of the 
industry is not active when compared to western markets. It is reported that 
there are few independent companies specialising in analysis of financial 
statements and other disclosure presented by listed companies. Investment 
consulting agencies offering general investment analysis to the public are 
rarely available at the moment. A system of standard rating of companies has 
not yet been established. The use of information disclosed by companies in 
securities transactions is therefore far from effective. 
'"Ayling, D. E. (1986) The Internationalism of Stock Markets, Studies in Finance and 
Investment, Aldershot, UK: Gower, pp. 29-31. 
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It is our evaluation that the two stock exchanges in China is still developing 
and has not reached to mature status in view of the supply of stocks and the 
supporting securities industry. The incentive to voluntary disclosure to reduce cost of 
capital is therefore discouraged. 
Legal Cost Reduction 
Theoretical Review 
In those western countries where legal system is well developed and different 
interest groups have sufficient legal protection, it was accepted that voluntary and 
timely disclosure can reduce legal cost. Litigation can arise from allegations of 
insufficient informative disclosure or from allegation of misleading disclosure. 
All suits that arise from insufficient informative disclosure support that legal 
costs decline with extent of disclosure, ll is also claimed that voluntary disclosure 
can reduce legal cost in case of litigation arising from disclosure that is alleged to be 
misleading'\ First, fuller disclosure should lead to smaller claims because the stock 
market would have more realistic expectations of the company's prospects. The 
smaller the discrepancies between the investors' expectation and the valuation based 
on the company's true prospects, the smaller declines in share price from 
disappointed expectations. Since damages are measured by the extent of the decline, 
the smaller the declines would lead to smaller damage claims. 
13 Douglas J. Skinner (1997) 'Earnings disclosures and stockholder lawsuits'. Journal of 
Accounting and Economics, Vol. 23, 1997, pp. 249-282. 
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Assessment 
This incentive of voluntary disclosure to reduce legal cost is, in our estimate, 
particularly weak. Unlike westerners, Chinese people generally do not have the 
concept of civil damages and professional negligence. It is very rare to hear any 
litigation claim brought by investors against a Chinese enterprise because of lack of 
informative disclosure provided. Even worse is that in past few years individual 
investors was overreacting to the equity investment. Most of them did not gather 
information about the prospect of the company and industry but just for solely 




THE PERSPECTIVE OF FURTHER DEVELOPMENT 
Chinese accounting have grown rapidly since the reform commenced to keep 
in pace with the economic transition. The progress has been made through an 
evolutionary process. As mentioned elsewhere in this paper, accounting environment 
does not exist on its own but evolve in accordance with the economic development. 
Therefore, reforms of Chinese accounting will definitely continue since there is no a 
single sign that the economic reform will stop; but in the contrary the economic 
reform will be accelerated, according to recent speeches by Prime Minister Mr. Zhu 
Ronji. 
Although it is too early to conclude the final destination of Chinese 
accounting development, we may still predict the direction of the movement in light 
of the trend of recent developments. We suggest that the next phrase of reforms in 
Chinese accounting will mainly have the following two characteristics. 
1. The Role of Government Will Diminish 
Government is the primary user of accounting information since state 
ownership dominates the economy. Accounting is therefore under governmental 
regulation and control for the foreseeable future. However, as the state's ownership 
of enterprises phases out and the government reduces its direct participation in the 
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decision making process of enterprises, the mechanism of governmental accounting 
authorisation will be altered. At that time government will no longer be an 
appropriate agent to directly involve in accounting administration. Semi-
governmental agencies or eventually the accounting profession itself will be 
responsible for self-discipline over accounting affairs. 
2. Accounting Standards Will Be Further Enforced 
Setting accounting standards is important and we see that it is a good start to 
have Chinese accounting standards which are widely considered as high quality 
documents. Besides the Accounting Standards for Business Enterprises, as 
mentioned earlier, about 30 pieces of transaction-based practical accounting standards 
was issued by the Ministry of Finance in 1997 and it is expected that more accounting 
standards will be formulated in the future. 
But like Chines laws and regulations enforcement is a crucial area. It is the 
high time to give proper attention to how to enforce these standards, considering that 
there is a sudden influx of a number of accounting standards enacted. Unlike 
previous accounting regulations, the accounting standards provide only guidance on 
accounting transactions. Professional judgement is required to apply the standards. 
In addition, some non-compliance may appear in practice since the new set of 
accounting standards is less than compulsory, compared to the former accounting 
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